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PROCEEDINGS
(1:05 p.m.)

MS. SIMLER: Welcome to this afternoon's
Conference on Public Utilities' Acquisition and Disposition
of Merchant Generation Assets.

We are pleased to have two panels of
distinguished speakers. Both panels have been asked to
address and discuss a series of questions aimed at
determining the competitive effects of vertically-integrated
utilities acquiring affiliated and unaffiliated merchant
generation assets.

We're going to be discussing whether the current
Section 2.03 review standards need to be changed in light of
changes in the industry, and we're going to be hopefully
talking about remedies for horizontal and vertical market
power issues and monopsony power.

The conference is going to run the same way as
this morning's conference. Each panelist is going to have
five to seven minutes for opening remarks, and we're going
to take clarifying remarks right after that.

At the conclusion of all of the panelists'
opening remarks, then we'll have Q&A from FERC Staff and
from our audience. There's going to be a 15-minute break
between the panels, and with all of that said, I'd like to

thank the panelist and audience participants for their time
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and participation.

We're going to get started with the first
panelist, and we're going to go in reverse order, and we're
going to start with Jone-Lin Wang of CERA. Thank you.

MS. WANG: My name is Jone-Lin Wang, and I'm with
Cambridge Energy Research Associates. CERA offers
comprehensive research and insights on energy markets,
industry dynamics, technology, politics, and investment
strategy.

And over the next five minutes, I will speak
about the power industry landscape and a few recent
developments. The power generation business has gone
through dramatic changes over the past decade.

In the mid '90s, public utilities owned more than
90 percent of total U.S. generating capacity under various
cost-of-services regimes. But since then, their share has
declined sharply.

CERA estimates that today the power industry has
about 1,000 gigawatts of generating capacity, of which about
550 gigawatts or 55 percent, is under cost-of-service rules.
The remaining 450 gigawatts, or 45 percent, is subject to
varying degrees of market competition.

Of the 450 gigawatts of competitive generation,
about 60 percent is owned by unregulated subsidiaries of the

utility holding companies. I will now describe the
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transition that has occurred and few new developments.

Both public policies and perceived business
opportunities drove the decline of public utilities' share
in generation from over 90 percent a decade ago, to 55
percent today. The decline came about in three major ways:

First, many utilities divested themselves of
existing power plants through public auctions or other sales
agreements as restructuring orders or settlements. Such
divestitures moved about 100 gigawatts of existing capacity
into the hands of competitive generators.

Second, with the approval of the regulators, many
utilities transferred power plants to their unregulated
affiliates under the same corporate umbrella.

This moved another more than 100 gigawatts of
capacity from the cost-of-service side to the competitive
side.

Finally, during the build boom of the past five
years, 75 percent of the 200 gigawatts of new capacity was
built by competitive generators.

Over the past two years, the state-by-state,
patchwork transition from comprehensive regulation to market
competition, has lost its momentum. In addition, oversupply
in generation capacity has led to financial distress for
many competitive generators, sharp declines in market value

of competitive generating assets, and a shift in equity
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valuations that now favor regulated utilities.

This has led to several new developments: First,
many owners of merchant plants financed by project debt,
have turned over their power plants to their lenders. This
amounts to about 90 gigawatts, to date, and we expect more
to come.

Second, private equity firms seeking under-valued
assets, have moved in. They have bought or have made deals
to buy a total of at least 23 gigawatts, to date.

We think that these firms have the appetite and
capital in hand to buy more over the next 12 to 18 months.
Together, these new financial players, reluctant lenders,
and private equity firms now own at least 42 gigawatts or
about nine percent of non-utility generation.

Over the long term, equity firms' interest in
power generation is likely wane as they rotate to other
industries that may appear to offer better value, while most
lenders will most likely seek the earliest opportunities to
exit this business.

Another new trend is that utilities are reversing
their previous role as sellers of plants. Some are now
buying plants from competitive generators and moving these
plants to the cost-of-service side.

Their perception of better business opportunities

now on the utilities' side, is a major driver of this move.
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We have identified 20 such purchases over the
past two years, each involving more than 100 megawatts, for
a total of 10.1 gigawatts.

Among these 20 cases, ten are investor-owned
utilities buying from unregulated competitive generators for
a total of 4.3 gigawatts. Four are investor-owned utilities
buying from their unregulated affiliates for a total of 4.3
gigawatts.

The remaining six are rural cooperatives and
municipal utilities buying from competitive generators, for
a total of 1.5 gigawatts. The vast majority of these
purchases involve recently-built gas-fired generating
plants.

Some people see utilities' purchasing competitive
generating assets as anticompetitive. CERA does not think
that such purchases are necessarily anticompetitive.

When a power plant is moved from the competitive
side to the cost-of-service side, it does not take supply
out of the market or change the demand/supply balance.

Furthermore, it does not necessarily lead to an
increase 1in concentration, and an increase in concentration
does not necessarily lead to market power.

CERA believes that all purchases of generating
assets should be subject to the same scrutiny, whether the

purchasers are utilities or non-utilities. TIronically,
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barriers to utilities' purchase of merchant plants may
reduce competition for distressed generating assets, and
aggravate the already fragile financial condition of the
merchant generation segment.

The loss of momentum for restructuring means that
the power industry will have to live with this current half-
regulated, half market-based, unintended hybrid for at
least the next few year and most likely longer.

The 55 percent cost-based, 45 percent competitive
split in generation may shift, most likely toward cost-
based, given the depressed state of the competitive
business, and given Wall Street's current preference for the
regulated side, but we expect only marginal shifts.

This is in part because state regulators are in
the position to review utility purchases as part of
comprehensive resource planning. We also see the
possibility that a few years down the road, when weaknesses
and problems in rate regulations are likely to resurface,
the competitive side may return as the favored side, and,
thus balance may shift towards more competitive generation.

21

And that concludes my prepared remarks.

MS. SIMLER: Thank you. Are there any clarifying
questions?

(No response.)
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MS. SIMLER: Okay, we'll move on to Mr. Peter
Esposito, representing Intergen.

MR. ESPOSITO: 1I'd like to thank you first for
allowing me to come here to share my thoughts at the last
minute, and I'll move on quickly to what is the context in
which we're going through this exercise?

I was here yesterday and we had a lot of talk
about withholding, and I would add that withholding
transmission is probably just as bad or worse than
withholding generation, and we ought to keep that in mind.
But to bastardize the immortal words of Dorothy, Toto, I
don't think we're in California anymore.

We have long-term contracts, God has stopped
withholding the hydro, and those who are alleged to have
withheld are no longer there or no longer dare to do so.
Nor are where the Commission thought we would be in terms of
open access and structured competitive markets.

Now, even the Commission has said that the 888
tariffs don't work, and they have done that both in Order
2000 and the SMD proceeding.

The old-style utilities are out there saying "I
told you so," and blaming IPPs for building where there's
surplus, making bad decisions and wanting a bailout.

I would say, sure, there probably were some bad

decisions out there, but, for the most part, the decisions
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to build IPP power were rational. They built where there
were dirty, old, inefficient plants, and there was load
growth and they expected to be in markets where people would
choose cheaper, cleaner power when they had to choose for
existing load and for new load.

Now, it took a rise in gasoline prices of about a
third, but car lots are now filling up with gas-guzzling
SUVs and smaller, more efficient cars are in demand, and in
a truly competitive environment where consumers make the
decisions, and a world where gas prices have tripled, the
old boilers would be surplus and not the new, efficient IPP
plants.

Nonetheless, today we see tens of thousands of
megawatts of old boilers running while tens of thousands of
megawatts of new, clean, efficient, combined-cycle plants
are sitting idle. You've got to ask why? Is this market
power?

Well, we heard a lot about different market power
screens yesterday, and I'd submit that the ultimate market
power screen is the broadly-accepted definition of market
power: Can the market participant increase prices over
competitive price for a significant period of time?

And I would also submit that this test has
clearly failed when those tens of thousands of megawatts of

new, clean, efficient plants with six-dollar gas are sitting
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idle.

And when the ultimate test has clearly failed,
why would we go to other screens? Well, I think there are
valid reasons to go to other screens, because there might be
more subtle exercises of market power that they might show
up.

But what we're talking about here are huge
elephants dancing on a coffee table that are trying to watch
the Super Bowl. Can I overstate the case? A gentleman
suggested that I make a Viagra joke, and I won't go there on
this elephants on the coffee table, but you see what I'm
getting at.

Well, where is this market power being exercised?
Well, in the South and other areas where utilities have yet
to open their markets, develop working competitive markets,
by joining RTOs or otherwise, that's where the action is
with the elephants.

These folks just want it t he old way, and I can
respect their opinions to some extent. First, if they
believe that customers really benefit from full regulation,
they ought to be true to their beliefs and not keep their
market closed while earning bundles in others' markets that
have opened up.

Second, if they like it the old way, they ought

not to be trying to benefit from having reversed the tide
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toward competition and bankrupting and they buying IPPs.

Another question that was asked yesterday many
times, is what should the Commission do? Well, in a perfect
world, we'd have a standard set of rules that applied to
everyone, gave investors a sense of certainty, protected
consumers, and gave entrepreneurs a reasonable opportunity
to make a profit that would ultimately be tempered by
competition.

SMD, that would be a great step forward, perhaps
not perfect, but SMD isn't here all over the place and it's
not getting there anytime soon, given the political winds in
this town. It might ultimately prevail, but in time to keep
many IPPs from going under, not because of bad business
decisions, but because of the exercise of raw political
power and slowed-down regulatory initiatives.

The IPPs don't need oxygen; they need to get the
boots of those that would like to use their market power to
strangle them off their necks, and we need to act now.

What kind of action do we need? Pragmatic
action. I say, respect the wishes of those who like the
regulated mode, those utilities and their PSEg. Tell them
if you want to be regulated, will give you regulated rates
anywhere you do business, and that includes affiliates and
subsidiaries.

But don't try to play both sides of the fence or

12
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to benefit from exerting your market power against your
potential competitors. And, by the way, when you're selling
in your service territory, we'll give you the benefit of
market rates there, because we'll trust your PSC will keep
you from making too much, and if they don't, then their
customers will scream to them and that will get it fixed.

What, exactly, does this mean? It means revoking
the market-based rates of those who have not yet opened up
their systems to competition. If these utilities see the
light and want to open their markets up to competition
later, they can come in, petition the FERC for market-based
rates, and show that they have opened their markets.

Now, doesn't that get us right back to SMD and
RTOs? I would submit that we don't have time to wait for
that, but we should accept other methods of opening markets
that are effective.

And I think you can do that pretty much on a
case-by-case basis, at first; look for things like
divestiture of generation, economic dispatch programs,
effective RFP programs -- and I mean not just hourly markets
-- transmission being built out or simply being available,
because there's excess transmission. That may be the case
somewhere.

Allowing others to target or actually build out

transmission improvements, when IPPs come into the system

13
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along an interconnect, they're told what the improvements
have to be. They aren't given the opportunity to say, well,
we'd rather have it there, and if we're going to pay, put
our money there.

And, as a result, you often get a case where the
utilities take your money, build some transmission, but it
doesn't help you move your power off the system to other
market; it's helps you move your power to their markets
only, and they buy it on their terms.

I might also include auctioning off wholesale
load as they do in New Jersey and Maine and other places;
retail access; designating IPPs as network resources, so
they can get transmission in a situation, perhaps in
combination with economic dispatch.

It means retiring old plants. Any of these or a
combination of these may get you to the point where you
actually are taking care of market power issues. I'm sure
there are more.

I think that, over time, what would happen is,
you would create a series of templates or safe harbors that
people could look to to say, okay, I'm not ready to go to an
RTO, my PSC is not ready for me to go to an RTO, but I can
do this, this, and this, and I think we'll get there and
everybody can be happy, and the consumers will ultimately

benefit.

14
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And as to those who want to pick up IPP assets
that are distressed in the meantime, the Commission should
also do something pragmatic by using its conditioning
authority. It should say that if you want to pick up more
generation, increase your generation market power, we ought
to do something about it to counter it.

That can be, again, a variety of different
mechanisms to counter that increase in market power, but
there ought to be something there, and the Commission has,
certainly, conditioning authority. They used it ten years
or so ago to start open access to begin with.

Let me preempt a question here, if I may, and
that is, how can the Commission take away market-based rate
approval for an affiliate that is operating in a competitive
environment? I think if we look to the beginnings of open
access when the hydro power in Canada wanted to come down,
we said to them, the Commission said to them, reciprocity.
Open your markets; we'll open ours, and I think that that
same pragmatic approach can work here.

I started with practical approach and where we
are now, and let me finish with one: This is all about
consumers. When those 14,000 heat rate boilers run and the
7,000 heat rate boilers sit idle, consumers pay for the
difference power costs, generally under fuel adjustment

clauses.

15
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I've had occasion to look at what consumers have
paid under these clauses back in the mid-1990s, versus last
year, which is the most current year for the Form 1ls, which
is the basis of where I get my information from. And there
are utilities that are relatively small utilities -- I won't
mention any names at this point -- whose fuel adjustment
clauses have swung $250 million per year between '96 and
2003.

That's real money for consumers. That's not an
unusual number at all, by the way and those are the ones
they have to decipher. Some of the Form 1ls are extremely
difficult to decipher, and I would suggest that the
Commission take a look at these, and state commissions also
look at these.

This creates an incredible burden on consumers
when utilities don't buy from IPPs that are sitting there
ready to sell. There's an exercise of market power of
immense proportions, that needs to be remedied now, at $5
and $6 and $7 gas prices. Thank you.

MS. SIMLER: Thanks, Peter. Mr. Perter Kind,
with Citigroup. Thank you.

MR. KIND: Thank you and good afternoon,
everyone. My name is Peter Kind and I am presently a
Managing Director and co-head of Citigroup's North American

Global Power Group.
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Citigroup, as you probably all know, is a
worldwide global financial institution. Within our North
American Investment Banking Power Group, our clients
include both investor-owned utilities and merchant power
generation companies.

By way of background, I've got over 22 years of
investment banking experience. I have an MBA in Finance, a
Bachelor's Degree in Accounting, and I was previously a CPA.

9

The purpose of my remarks today are to provide an
investor perspective of the competitive impact of
acquisition of merchant generation assets by utilities and
to comment on the capital formation challenges for power
generation assets in the future.

By way of an overview, from an investor
perspective, the utility acquisition of merchant generation
assets is not the source of challenges facing the merchant
power industry today. The source of merchant power industry
challenges can be attributed to a surplus of generation
capacity in many regions of the United States and the
inherent conflicts of a hybrid regulated, competitive
wholesale market where each geographic region has a
different business model.

The purchase of merchant power assets by

utilities will not alter these factors in a non-competitive
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way. From an investor perspective, which is where I live,
precluding utility purchases of merchant power assets will
reduce the universe of potential investors in such assets,
and thus competition will decrease for investors seeking to
optimize recovery of their investment.

I know the Commission asked to speak about
trends. Let me just start off by moving to 1998 and saying
that by the year 1998 -- and we had a speaker before speak
to how the industry developed prior to then -- a combination
of power industry restructuring and expected growth in
demand for power and significant capital availability,
sparked a boom in power plant development.

We heard about approximately 200 gigawatts that
were constructed in 1998 through 2003, which is
approximately a 20-percent increase in installed U.S. power
generation capacity.

This power plant building boom resulted in
capacity exceeding near-term market demand, and, as a
result, contributed to lower prices and financial distress
for many merchant power plant owners and investors.

Market expectations for the recovery of viable
profitability from merchant power plants is unclear, but
power markets are expected to remain weak for several years
to come.

I'd now like to move to a perspective on the
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various investors included in today's question, and I will
start off with the utility perspective. The utilities with
an obligation to serve, seek security as to their source of
electricity supply and the price of that supply.

And, as I see, it they simply have three choices:
They can build new power plants, they can acquire existing
plants, or they can, three, contract for power through
contracts and have a long-term power purchase agreement.

Let me speak to those three points very quickly.
If you build a new plant, it clearly provides certainty of
supply and certainty of capital costs, but clearly it raises
uncertainties about regulatory recovery, but I would argue
that that's sort of a different issue than we're addressing
today.

If you acquire an existing plant -- one of the
questions for today -- clearly, again, you're achieving
certainty of supply and capital cost, but you're also adding
the potential to acquire that plant at a discount to the
cost of new-build, so you're doing something good for
customers, but, again, I said before, you also have the
uncertainties around regulatory recovery.

I'd now like to move to the third option,
contract for power capacity. Yes, you do achieve certainty
of cost and supply as in the other two alternatives, but you

are also subject to counterparty credit risk, and that's a
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really big deal that the financial markets are focusing on.

Should I contract for a long-term agreement with
someone if they may not be there in the future, and once
they are no longer there because they have gone bankrupt,
will T still have that supply that I have contracted for?

And I think lawyers will tell me -- I'm not a
lawyer -- that that's probably not the case and you won't
have access to that.

The second issue -- and this is a really big deal
-- credit quality issue regarding PPAs relate an imputed
debt which creates an adverse financial impact to utilities,
so the rating agencies are saying that if you enter into
power purchase contracts, we're going to impute the
obligation associated with that contract as debt on your
balance sheet.

So, why would someone think about entering into a
PPA in that sort of environment? It's taking on debt, it's
increasing the cost of capital. There is no near-term
benefit associated with it.

And finally, I'd like to talk to the fact that
clearly we talked about certainty of cost and supply, but
typically you don't enter into a purchase power contract for
the life of the asset, so the certainty that you have is for
probably a shorter period than the life of the asset itself.

Let me move on to the merchant generator's

20
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perspective. For those in financial distress, as I see it,
the alternatives to optimize the value of their assets
include the following:

They can clearly enter into PPAsg, but as I just
said, they are not likely to have the credit capacity to
create stability over the term of any meaningful contract,
so it's going to be hard for them to enter into long-term
PPAs, because the party on the other side has the load-
serving obligation and is going to be reticent to enter into
that PPA with a weak, financially distressed counterparty.

Number two, they can sell their assets. But the
investor pool today is quite shallow to recover investment
in generation assets, and it will be further depressed if we
don't allow utility purchasers to get into the market, so
we'd be reducing the competitive pool for buyers for power
assets.

As it relates to merchant generators and thinking
about the future for building merchant power plants, that
won't be able to be done with a significant level of debt
under the current paradigm that we live in, and, therefore,
we're going to have to rethink about how power plants will
be built in the future.

From an investor perspective -- and I'm really
speaking from a financial investor perspective -- during

1998 to 2002, power plants were built and financed with too
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much debt relative to cashflow associated with those assets.

2

Significant capital was invested in merchant
power plants today, and today that capital is badly impaired
and investors have been adversely impacted. Precluding
utilities from purchase of power plants, merchant power
plants, will reduce the value of such assets and adversely
impact investor ability recover their investments.

In the future, investors will not fund merchant
power plants without clear transparency as to the viability
of the future profits from that endeavor. In additional,
substantial equity will be required, and thus that will
clearly raise the price for power.

Finally, existing merchant plant investors are
impaired by the lack of ability to sell to utilities and
that will clearly reduce the value of their assets and their
ability to recover their investment.

Let me sort of digress and now move on to the
status of the environment to sell merchant power plants
today. The market, as I said before, is very shallow.

We have hedge funds and other financial investors
who are willing to consider acquisition of assets at a large
discount to replacement cost to the objective clearly of
seeking a premium return on equity. And I don't know what

the calibration is, but let's just say it's 25 percent-plus.
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We have strategic investors who have checked out
of the game due to their own financial concerns regarding
credit and earnings implications, and the lack of clarity as
to the specific timeframe for recovery of the industry.

The banks, Citigroup being one of them, are
actively considering their alternatives for power assets
under our control. Finally, no merchant power asset seller
is currently being coerced to sell their assets to
utilities.

In a free market, investors should be able to
make clean and quick decisions to optimize the value of
their portfolios. So I'd like to conclude:

How is competition enhanced if utilities cannot
acquire merchant power plants? As I said before, utilities
will be cautious about long-term PPAs, given a rating agency
approach that will require equity to support imputed
purchase power obligation debt.

If utilities are opposed to PPAs due to this
related imputation and they are not allowed to purchase
existing merchant assets, they will likely build new plants,
as required to serve their load.

The building of such additional plant without
effective deployment of surplus power generation capacity,

will further impair the value of existing distressed power
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plants.

From financial investors' perspective, they
clearly seek the flexibility to monetize the value of their
investment, and by reducing the investor pool for such
investments, asset values will be further impaired from
already depressed levels, and if potential investors, being
utilities, are precluded from the marketplace, the cost of
capital will increase in that marketplace, so, thus, how can
increasing the cost of capital enlarge competition or
enhance capital availability?

From a merchant power strategic investor's
perspective, creating a transparent market and regulatory
structure, noting the complexities that exist on regional
market differences, for power supply options, will enhance
the potential for competitive markets, owners of competitive
power assets, load suppliers, and customers.

Two, the market and regulatory structure should
allow for load-serving entities to be indifferent as to
their source of load, whether they build it, buy it, or
contract for it.

How to create a such a market regulatory
structure should really be left to those that have expertise
in designing functioning competitive markets, but precluding
utilities from the acquisition of merchant assets, without

addressing market structures that are failing, is a paradox.
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Asset owners and investors of currently depressed
assets are having their ability to liquidate their
investments, unfairly compromised. I'd like to end with an
example.

I don't know if you might have noticed in the
press a couple of weeks ago that Duke Energy announced that
it was selling a number of its assets in the southeast
United States. They were able to negotiate a price of $90
per kilowatt or $250 per baseload kilowatt, and they sold
that to a bunch of -- well, to a hedge fund -- versus
Entergy, which agreed to acquire the Perryville Asset from
CLECO, or at least a portion thereof, which was able to
realize $245 per kilowatt, or Arizona Public Service, which
just announced its purchase from PPL for a peaking facility.

The others I was telling you about had some
baseload component, but this was a peaking facility at $420
per kilowatt, so from an investor perspective, it seems to
me that when you take utilities out of the mix, the wvalue
that's realized for the owners of those assets on the sale
of those assets, is clearly depressed.

I thank the Commission for the opportunity to
present my views this afternoon.

MS. SIMLER: Thank you very much. Are there any
clarifying questions?

MR. PERLMAN: I have one very quick clarifying
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question, and, in view of the time, I will be brief and ask
you to be brief, too.

We've been told that utilities, from an investor
perspective, prefer purchasing assets to contracts, because
they can earn a regulated return on the purchase, as opposed
to a pass-through on the contracts. Is that something that
you all consider when you look at this from an investor
perspective?

MR. KIND: That wasn't the point that I was
referring to earlier. I basically said the difference was
that when you build the asset and own it, it's on your
balance sheet. Yes, you earn a return on it, but you have
equity behind it.

When you purchase through a contract, the
agencies are saying, you've added risk to the equation.
Now, where's your equity to reflect the increased risk?

And if I can't earn a return on that equity, I'm
diluting the value of my credit quality, and I'm also
diluting the value of my equity security and I'm increasing
the cost of the capital going forward, whether that's to
fund a power plant, whether that's to fund a hookup to
someone's home.

MR. PERLMAN: Thank you.

MR. TIGER: As a further point of clarification,

when S&P looks 